3rd Quarter 2015 | C. Brett D’Arcy
The third quarter was rough for stock investors and smooth for bond investors. All major stock indices declined from June 30th
to September 30th. The more riskier stocks declined double digits during the quarter (Russell 2000 small cap stocks fell
11.92% and international stocks dropped 10.16%) while more stable stock categories defended better (Dow Jones Industrial
Average slid 6.98% and the Standard and Poor’s 500 Index dipped 6.44%). The coincidental timing of the overall decline in
the stocks and the calendar period conspired to make the volatility seem worse than it was. The Dow reached an all-time high
in May (18,351) and then closed near the 2015 low point at the end of the third quarter (16,284). In the process, the stock
market produced an actual correction (a drop of 10% or more from the high point) that many investors perceive as a healthy
long-term event.
The negative performance of the third quarter was uncomfortable but not abnormal. The return was within the range long-term
investors are tasked to endure in exchange for higher rates of return over full market cycles. As recently as 2011, the third
quarter stock market performance was nearly twice as bad as it was this year. Between June 30th and September 30th of 2011
the Dow lost 11.49% and the S&P 500 dropped 13.87% only to gain the majority of it back in the final three months (fourth
quarter 2011 return for the Dow was 12.77% and 11.81% for the S&P 500). And exactly four years later, the same indices are
up 64.97% and 84.76% respectively (Bloomberg, LP). Not a bad trade-off.
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There is still no single definitive reason why the stock market swooned during the summer quarter. More likely, it was a combination of small issues that have very little to do with the real value of publically traded equity shares. The quarter began just as
Greece’s membership in the European Union became tenuous (but ultimately was secured). This caused pressure on foreign
stocks that seeped into the U.S. The next market shaker was a dramatic decline in Chinese stocks as a rapid run-up in share
prices was replaced by a rapid run-down. However, the direct effect on U.S. stocks remained unexplained but domestic stocks
lost value nonetheless. Finally, as the quarter drew to completion the oil market sank and the timing of a Federal Reserve rate
increase became less certain. This final element was the most important as interest rates are an input to stock valuation and
investors loathe uncertainty.
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LOOKING AHEAD
In other financial markets oil lubricated lower, gold was lightly dusted, and interest producing bonds generated renewed interest
as yields went lower. As mentioned in last month’s Market Intelligence report D’Arcy Capital expected oil to resume a downward trend as excess supply became a forefront issue. This transpired in the third quarter as a barrel of oil lost 25% to close
September at $45.56. As economic struggles in countries like Russia and Venezuela continue, these countries have no choice
but to feed the “death spiral” of pumping more and more oil just to keep overall revenues level. Gold closed the quarter at
$1,114.97 which was only $73 lower than where it started the year making this speculative commodity the most stable asset
class of 2015. The 10-year U.S. Treasury bond started the quarter yielding 2.35% and ended the quarter at 2.04% as it became
increasingly unlikely that the Federal Reserve would raise rates anytime soon.
If you like political posturing and campaign rhetoric, then you will love the next twelve months. With a presidential election
unfolding in 2016, there will be no shortage of accusations, threats, and promises. Fortunately, none of these techniques have
any material influence on the intrinsic value of investments. The election process will generate “noise” that market experts,
investors, and commentators will erroneously apply to security valuations. Historically, elections (and who is elected) are
lowly correlated with stock performance. During the last four Presidential elections the S&P 500 gained 15.98% in 2012, lost
37% in 2008, gained 10.9% in 2004, and lost 9.1% in 2000 (Bloomberg, LP). D’Arcy Capital is prepared for an increase in
financial market volatility as the November 2016 general election approaches. However, making permanent investment
decision based on the projected outcome of the election is historically a bad idea.
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As D’Arcy Capital composes this Market Intelligence report in late October, the stock market has already recouped many of
the third quarter declines. With just over two months left in the fourth quarter it is difficult to predict how markets will finish
the year. The fundamentals remain strong in the economy but uncertainty exists within the interest rate complex. D’Arcy
Capital is currently making individual investments using the domestic macroeconomic backdrop that the Federal Reserve will
raise interest rates, oil prices will remain low, jobs will continue to be created, and consumer spending will return. Internationally, D’Arcy Capital expects developed Europe to continue its recovery and emerging market economies to initiate a
turnaround. Although China is often defined as the world’s leading emerging market, D’Arcy Capital places it as an emerged
market. The best positioned emerging market allocation for 2015/2016 should underweight China.
At the sector level, D’Arcy Capital continues to see opportunities with financial companies, technology companies, and
consumer discretionary companies. D’Arcy Capital sees a lack of opportunities with energy firms, utility companies, and
healthcare providers.
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MANAGED PORTFOLIOS

Mutual Fund Strategies
The D’Arcy Capital mutual fund and ETF strategies produced returns that ranged from -8.65% to -4.97% for the third quarter
(compared to a similarly weighted benchmark return that ranged from -2.19% to 5.34%). The portfolios were helped during
the third quarter by the Vanguard REIT ETF (+2.14%) and the Weitz Short/Intermediate Income Fund (+.11%). The strategies
were negatively affected by the Brandes Emerging Markets Fund (-18.62%) and the Harbor International Fund (-12.97%).
Separately Managed Accounts
The separately managed account strategies were down an aggregate 9.83% during the third quarter. A similarly weighted
benchmark declined 8.07% during the same period. The portfolios were helped on a relative basis by the -5.94% return of the
Denver Investments Small Cap Value strategy and hurt by the SMCHA High Income return of -19.22%.
Large-Cap Value Stock Strategy
The D’Arcy Capital Large Cap Value strategy was down 8.80% for the third quarter versus the Russell Large Cap Value Index
that was down 8.39%. The strategy was helped by the 9.05% return of First Niagara Financial Group and was hurt by Cliff’s
Natural Resources 43.65% decline.
Bond Strategies
The municipal bond strategy managed by D’Arcy Capital gained 1.45% in the third quarter. The strategy’s benchmark
(Barclay’s Municipal Index) gained 1.65% over the same period.
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